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EDITORIAL
On July 30th at the Old Bailey in
London, England, Lord Kylsant, chair
man of the Royal Mail Steam Packet
Company, was found guilty of certain charges against him and
sentenced to one year of imprisonment in what is known as the
second division, which means imprisonment without hard labor.
At the same time and place Harold John Morland, chartered ac
countant, auditor of the Royal Mail Steam Packet Company,
was acquitted of certain charges against him and was discharged.
In order to present the facts of this celebrated case, it is necessary
to quote the language of the charges against the two men. The
charge against Lord Kylsant was that, ‘‘ being a director of the
Royal Mail Steam Packet Company, he made, circulated or pub
lished, or concurred in making, circulating or publishing annual
reports of the directors of the company for the years 1926 and
1927, and dated May 11, 1927, and May 9, 1928, which he knew
to be false in a material particular with intent to deceive the share
holders of the company.” Mr. Morland was charged with aiding
and abetting Lord Kylsant in the commission of these offenses.
Lord Kylsant also was charged with “making, circulating or
publishing, or concurring in the making, circulating or publishing
a prospectus which he knew to be false in a material particular
with intent to induce persons to entrust or advance property to
the company.” There was a formidable array of legal talent on
both sides. For the crown appeared the attorney-general, Sir
William Jowitt, K. C., D. N. Pritt, K. C., Eustace Fulton and
Patrick Devlin. Sir John Simon, K. C., J. E. Singleton, K. C.,
and Wilfrid Lewis appeared for Lord Kylsant. Sir Patrick
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Hastings, K. C., Stuart Bevan, K. C., C. J. Conway, K. C., and
F. J. Tucker defended Mr. Morland. Both the defendants
pleaded not guilty.

The case was originally heard in a police
court at which the lord mayor of London
presided. At that time the importance
of the case, the prominence of the defendants and the rather un
usual procedure attracted worldwide attention. When certain
evidence was presented in the police court relative to the practice
of English accountants in certifying the accounts of companies,
with particular reference to the setting up of hidden reserves and
the equalization of earnings by withdrawals from the reserves, the
lord mayor felt impelled to remark that it seemed that no English
balance-sheet could be regarded as accurate or informative to the
stockholders. The lord mayor adopted a rather arbitrary manner
with reference to the acceptance of evidence and as a protest
leading counsel for both defendants expressed an intention to
withdraw from the case. After this peculiar start, the case was
carried to the Central Criminal court of London and tried before
Mr. Justice Wright. The hearing at the Old Bailey occupied
nine days. To us in America the whole proceeding of the trial
is impressive. There was, throughout, an evident desire of the
prosecuting and defending lawyers to do fairly by all concerned.
Sir William Jowitt is a barrister of wide reputation and he is not
generally considered as unduly lenient. His reputation indicates
pertinacity; yet in this case, as perhaps in all others in which he is
concerned, he manifestly sought to give the defendants every
chance to which they were legally entitled. He pointed out some
of the mitigating circumstances, drew attention repeatedly to the
high standing and unimpeached character of the defendants and
there seemed at times an almost regretful tone in his presentation
of the case. Here was a cause involving criminal charges against
the head of a great corporation and a leader of a great profession.
There was ample and attractive opportunity for notoriety in the
prosecution, but everyone concerned seemed to be imbued with a
profound sense of the importance of even-handed justice. The
case went further than the defendants. Charges against the
Royal Mail Company involving an attack upon the old, estab
lished system of accounting in England were implied in the prose
cution of these two men.
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The evidence on the subject of account
ancy which was brought forward was
competent. The president of the Eng
lish Institute of Chartered Accountants, the president of the
Incorporated Society of Accountants and Auditors, Lord Plender,
who is a prominent member of the profession, and others testified
that the financial statements which were the basis of the original
charge were prepared in accordance with the custom of the
country. There are many questions of technique involved in the
case which must be the subject of future consideration. At the
moment, however, we are compelled to limit comment to the broad
general problem of the propriety of averaging earnings over a
long period of years and the withholding of essential information
from the shareholders. The Royal Mail Steam Packet Company,
in common with most of the steamship concerns, had been passing
through a long series of unfavorable years. The great profits
which had accrued during the war had been set aside to a large
extent in the form of reserves. Investors became convinced that
the stock of the Royal Mail Company was almost a giltedged security and they invested in it freely and trustingly.
For a time all went well in spite of the decline in earnings, because
it was possible by drafts upon the reserves to present a condensed
balance-sheet and profit-and-loss account which seemed to permit
the payment of dividends, and in fact dividends were paid. In
passing, it is interesting to note that throughout the case there
was never any attempt to separate the balance-sheet from the
profit-and-loss account. It appears to be recognized by the
English courts that the profit-and-loss account is an integral part
of a balance-sheet. This is a matter which will be of a great deal
of interest to American accountants, for at times there has been a
difference of opinion here as to the relationship of the two state
ments.
The Technical
Evidence

To the American eye it appears unfortu-

nate that English practice should coun-

tenance the methods of accounting
which are revealed in the Royal Mail case. It has been the
custom among American accountants to regard the professional
work of the English accountant as something quite admirable.
The profession in the older country has had a longer life and has
acquired a higher prestige. In some ways it is possible for the
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American accountant to learn much from his English confreres.
This may be admitted gladly, but it is perfectly safe to say that
such a practice as that disclosed in the hearing of the Royal Mail
case would not be tolerated in this country. We have here a
fondness for secret reserves, especially in a few specific industries,
but even in these cases there has been nothing approaching the
magnitude of operations which are now discovered as a part of
English practice. There were some other minor matters in the
Royal Mail case, such as the taking up of unusual profits from
sales of subsidiaries, etc. and crediting the proceeds as income
of the year in which they were received. But these were of sec
ondary importance to the question of what one of the witnesses
in the case described as “inner” reserves. The result of all the
manipulation which occurred in the case of the Royal Mail Com
pany, and seems to be occurring in many other English companies,
if reports be true, is undoubtedly a misleading of the public, yet
so strong is tradition in England, and so hardly may custom
be changed, that witnesses whose standing is of the highest
staunchly defended the common practice, and even the prose
cuting lawyers and the bench seemed to accept the propriety of
the prevailing methods of accounting. With the single exception
of the outburst by the lord mayor, the gravity of the conditions
did not excite serious comment. There seemed to be an inability
to discern the true significance of a practice of issuing obscure
statements.
If there were space it would be inter
esting to present the summing up of
prosecution and defense. This is not practicable, but a few
quotations must be given. The attorney-general, after review
ing the case for the crown, turned to the duty of the auditor
and said:
The Prosecution

“ I dissent entirely from the suggestion that an auditor is not
concerned with the form of a profit-and-loss account. He is
concerned with it for the simple reason that unless he is satisfied
that the profit-and-loss account and the balance-sheet and every
other document fairly and truly puts before the shareholders
what the state of the company is he ought not to sign the
balance-sheet. He is there as a watch-dog to regard the interests
of the shareholders and not to concern himself with technical
phrases and the position of words and things of that kind. But to
indicate the canons, which I hope will be observed in every case
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hereafter, does not alter the fact that so far as Mr. Morland is
concerned I should be doing less than my duty if I failed to point
out those facts which I think make a very real difference between
his case and that of Lord Kylsant. . . . And with regard to Lord
Kylsant, you may think that his conduct has been deplorable
because you think that he was prepared to gamble with other
people’s money, but you can not convict him unless you find
that he put forth these documents knowing them to be false
with intention to deceive the shareholders.” (In other words, it
seems to have been a question of intent rather than fact. The
shareholders were undoubtedly deceived. The intent to deceive
was the crux of the question.) Later in his address, the attorney
general said, “With regard to Mr. Morland you must consider
whether when he used this phrase ‘after adjustment of taxation
reserves ’ he thought that it would convey to other people what
it would convey to an accountant, or whether he intended to
deceive. You will remember that he had no motive and you will
probably be slow to take a view hostile to him merely because you
think that he used a phrase which ought not to have been used if he
had really determined to do what he says ought to have been done,
namely, to bring the position plainly before the shareholders.”
In his address to the jury, Mr. Justice
Wright reviewed the case with clarity
and comprehension. The following brief quotations from a
report of his summing-up are important:

The Judge’s Charge

“He said that the case was important because it involved the
ventilation in the city of London and in that court of many ques
tions connected with the finance and accounts of companies—a
matter of the very highest public importance. Quite apart from
any question of its success or failure, the prosecution of the case
would be of very great service to the commercial community.”
“A great deal had been said about the keeping of secret reserves
and how far that was improper under the companies acts and under
the special charter of the R. M. S. P. Company. They had heard
a great deal about the evils and advantages which flowed from the
keeping of secret reserves and about what was often done in
practice. The question might arise some day in some appropriate
proceeding of elucidating those very special matters. It had been
said by one very learned judge that shareholders could not com
plain if the position of the finances of the company was better
than the accounts disclosed. That had been quoted from time to
time as a justificaton for the keeping of secret reserves. There
might, however, be very great evils if those who had the control
and management of companies for the benefit of the shareholders
had in their secret disposition a large portion of a company’s assets.
It might work very well in many cases. No doubt it did. It was
a practice which had been followed by many concerns of high
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standing. On the other hand, it might be the subject of abuse.
Such a system might be used to cover up negligence and irregulari
ties. It was said to be a matter of domestic concern between the
company and the shareholders, and that, if the shareholders did
not know what the position was, how could they consider whether
they were satisfied with it or not?
“Without entering into the thorny question whether or not
they had in the present case what might be called reserves, there
were series of sums of money the nature and use of which re
mained secret from the shareholders, if certain things which ap
peared in the balance-sheets for 1925, 1926, and 1927 were
excluded.
“For seven years balance-sheets and profit-and-loss accounts
were issued which did not disclose whether the company was earn
ing any profit or not. During those seven years there was
expended out of the unpublished items, which were mainly con
nected with the war, a sum of no less than £5,000,000. The
shareholders were told nothing, and presumably they drew their
dividends in the simple faith that all was well with the condition
of the company. It might be said that times might have changed,
and that, when those items of income came to an end, others
might take their place and conditions might improve; but, on the
other hand, surely, if the shareholders had been told that the
company had had no earnings—and earnings were the life-blood
of a company—they might have taken steps for the reconstruc
tion and rearrangement of the company’s affairs, for the cutting
down of expenses, for the reduction of services, and for all those
things which had to be done when a company was not paying its
way.
“But the position was never brought to the knowledge of the
shareholders. It was a little astounding, and one could not help
wondering whether those who managed big companies did not
sometimes forget that the directors of a company were the agents
and trustees of the shareholders, and that, subject to ordinary
commercial necessities, they owed them full information. The
law had recently been altered by the companies act, 1929, and for
the first time it was provided that balance-sheets and profit-andloss accounts should be sent to the shareholders every year, and
that the balance-sheet should contain a summary of the ‘ liabilities
and assets, with such particulars as are necessary to disclose the
general nature of the liabilities and assets of the company.’ ‘ The
terms of that provision,’ said his lordship, ‘it appears to me, can
not possibly justify the omission of any amount of secret reserves
from the balance-sheet.’ There might be some justification for
the maintenance of an undisclosed or secret reserve if the fact that
there was such a reserve was clearly specified somewhere in the
report, so that the shareholders would know about it and, if they
so desired, could insist on the disclosure of the amount of the
reserve and its use.
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“The law required the appointment of an auditor, who was the
servant of the company. His duty was to report to the share
holders on the accounts which the directors were going to present
to them. The law did not impose any impossible burdens on an
auditor, but he had to report and give a certificate whether, in his
opinion, the balance-sheet referred to in the report was properly
drawn up so as to exhibit a true and correct view of the state of the
company’s affairs according to the state of information given to
the auditor. If the account from which dividends were being met
was being fed from undisclosed reserves, it seemed very difficult to
see how an auditor could discharge his duty without drawing
attention to that fact. It might be of the most vital importance.
No doubt an auditor must use a certain amount of discretion, but
he must remember that he was under a statutory duty, and that he
might come under the penalties of the law if he failed in that duty.
“In the present case, however, they were not dealing with a
company registered under the companies acts, but with a company
which was governed by a charter granted by the crown. The
charter provided that accounts should be prepared every year of
the debts and assets of the company with an account of the profits
made in the year, and that all such further information as the
directors thought necessary should be given. The charter also
provided that sums might be set aside out of the profits of the
company as reserve, insurance, or suspense funds, which should
be available to meet losses or depreciation, to equalize dividends,
or to distribute as dividend or bonus. So far as he (his lordship)
knew, there was no provision in the charter for the creation or
maintenance of secret reserves.” . . .
“Intent was always a question which juries considered in
connection with possible motive, but motive and intent were two
different things. In these days of large commercial combinations
the leaders of commerce sometimes thought of the affairs of a
company rather in terms of the group of which it was a member
than in terms of the company itself. That, strictly speaking, was
illegal. The chairman of a concern might feel that he ought to
keep the flag of his company flying until the circumstances were
such that it must be lowered. Lord Kylsant’s view was that
there was a series of trade cycles, that in 1926 and 1927 the cycle
which had been on the down-grade had changed and tended
towards the up-grade, and that, therefore, he was justified in
carrying on. He did not deny that some intimation of the posi
tion should be given to the shareholders in 1926, but he said that
he left the exact form of that intimation to the accountants and
was satisfied with what they did. No doubt it was important to
keep the reputation of the company unimpaired so far as was
possible because of the guarantee to the company under the trade
facilities act, which it was hoped the government would renew.
“Turning to the charge against Lord Kylsant in connection
with the prospectus, his lordship said that the prospectus stated
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that, although the company, in common with other shipping
companies, had suffered from depression, the audited accounts of
the company showed that during the previous ten years the ‘ aver
age annual available balance ’ had been sufficient to pay the inter
est on the present issue more than five times over (i.e. £500,000).
It was perfectly true that the balance-sheets showed those average
annual balances, that was to say, if one put them down separately
and then divided their total by ten, one would arrive at the aver
age annual balance stated. But it was said that there was such
an economy of truth in the statement as to deceive to his loss, and
therefore to defraud, an intending investor, because, it was said
the statement of the average annual balances and of the dividends
paid gave no true account of the actual financial position of the
company in the later years of the period averaged. It was said
that, if there had been published in the prospectus not the average
annual balances available as appearing in the balance-sheets, but
a statement year by year of the profits, a very different picture
would have been painted, because in the ‘bumper’ years up to
1920 one would have very large earnings, and in the following
years a different state of things.” . . .
“Dealing with Mr. Morland’s case, his lordship said that
the position of an auditor was a quasi-judicial one. He stood
between the directors and the shareholders to protect the
interests of the latter against any possibility of their being
misled by the directors. Mr. Morland might have taken an
imperfect or an inadequate view of the duties which rested on
auditors.
“They were not concerned with any question of civil liability
for breach of duty by Mr. Morland. What the jury had to deter
mine was whether, assuming that Lord Kylsant was guilty of the
offence with which he was charged, there was any conscious act on
the part of Mr. Morland to help Lord Kylsant in carrying out a
criminal design by putting his hand to a certificate which he knew
was not justified by the facts.”

After deliberating for three hours the
jury found both the defendants not
guilty on the first two counts, and Lord Kylsant guilty on the
third count relating to the prospectus. Mr. Morland was imme
diately discharged. It is interesting to remember that the charge
on which Lord Kylsant’s conviction rested was really an after
thought. In the first place the charge of issuing statements
known to be false was the whole gravamen, but afterward the
issuance of the prospectus containing false statements was added
to the complaint and upon this Lord Kylsant was found guilty.
The comments in the English papers have been illuminating.
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Let us quote from an editorial note in the London Times of
July 31st:
“Two men stood in the dock. One, Lord Kylsant, was a man
of sixty-eight, bearer of a name which his own career had hon
ored, chairman and guiding spirit for many years of what had
become one of the greatest shipowning concerns in the world.
The other, Mr. Morland, was a man trusted among his fellows,
partner in a famous firm of chartered accountants. Both were
charged with fraud. If there can be degrees of gravity in charges
of the kind brought against two men of this pivotal value in the
commercial life of the country, then the charge against Mr.
Morland was the graver in point of public importance. If it had
succeeded it must have been a heavy blow to a profession whose
integrity is really its life, and a shock to public confidence that
would not have been soon or lightly forgotten. That has all been
averted in the best possible way by the verdict which the evidence
plainly required and by the acquittal of Mr. Morland. The
first charge against Lord Kylsant—which was accompanied by the
charge against Mr. Morland of aiding and abetting him—was
that of issuing the annual reports of the Royal Mail Steam Packet
Company for the years 1926 and 1927 in a form intended to de
ceive the shareholders. Lord Kylsant is acquitted of that charge,
but there was a second against him alone. He was further
charged with issuing a prospectus which he knew to be false with
intent to deceive the investor. On that count Lord Kylsant has
been found guilty and has been sentenced to twelve months’
imprisonment in the second division.”

It is true, as The Times points out, that
a conviction of Mr. Morland would have
been a serious blow to the accounting
profession and in a way to all com
mercial affairs of Great Britain. This seems to have been recog
nized by the press and the bar throughout the case. It is a little
difficult for us in America to understand some of the features of
this prosecution, but it is only fair to remind ourselves that there
is a marked difference between the philosophy of investment in
England and America. The English investor is regarded some
what as a permanent partner in the concern and he may not be
disturbed by temporary fluctuations in earnings as the American
investor would be. Here, we believe that the man who buys
stocks may be only a temporary holder, as indeed he usually is,
and the actual condition of affairs at any given moment is of
prime importance to him. We believe that security values
should be the absolute liquid values so far as possible. Conse
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quently, American practice has grown apart from the English,
and we may be inclined to be rather more censorious of adherence
to undesirable traditions, but the truth remains that the stock
holder is entitled to know the facts. During many years there
has grown up in Great Britain the custom of issuing merely
short statements which do not mean very much. Now, it seems
high time that a substantial reform take place. Accountants
have not been sufficiently firm. They have been far too willing
to acquiesce in tradition.

The whole system of British finance is
shaken by the Royal Mail case and if it
should prove that British accounting
practice may be strengthened as the result of this attack, it will
have been worth while. The accounting profession in London has
always played an important part in the world of finance and any
thing which tends to discredit it is injurious to the whole finan
cial community. If any member has been guilty of criminal acts,
the duty to prosecute is obvious though unpleasant. In the present
case one is led to wonder why the charges against Mr. Morland
were launched, as his counsel stated, without the slightest oppor
tunity for explanation. To prosecute without an opportunity
to explain, when the facts, once they are disclosed, dictate ac
quittal, is an unwarranted injury to an honorable profession and
to the community, as well as to the accused, but if we must ex
press astonishment at the method of initiation of the prosecution,
we must reiterate praise for the eminently fair manner in which it
was prosecuted. In the police court counsel for the crown ap
peared to be as embarrassed as counsel for the defense by the un
judicial observations of the lord mayor, and, throughout, every
point presented by the crown which told in favor of the defense
appears to have been frankly pointed out. Altogether the case
aired matters that needed airing and will doubtless lead to valu
able reforms in the general financial practice of England. The
method of seeking reform may be criticized, but if it was to be em
ployed it is perhaps fortunate that a leading member of the pro
fession, well able to prepare and present an effective defense, was
chosen as the object of attack. The reputation of Mr. Morland is
such that the acquittal will obviate any lurking suspicions of
guilt not proven that might have followed had a less prominent
accountant been accused.
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On September 15 th and 16th the annual
meeting of the American Institute of
Accountants will be held in the city of
Philadelphia. The Institute has numerous influential members
in Philadelphia and the adjacent country and there should be
attendance of many men resident in the neighborhood. In
addition, there will, of course, be the customary number of visitors
from the more distant places and the committee which is in charge
of arrangements has predicted that the attendance will be much
greater than usual. This year those who do not attend will find
it difficult to convince their fellows that their absence is due to
pressure of work. There may be other reasons for non-attendance
but it certainly will not be the fault of an insistent army of clients.
In a time of depression such as the present, it will be well for
members of the profession to get together, renew and strengthen
old friendships, cheer one another and so be ready for the accession
of activity which is expected soon.

Annual Meeting
of Institute
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